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Abstract

With data on overall trade flows and the value-added contents of trade across countries, in this paper
we provide empirical evidences to show: 1) the East Asian economies are traditionally the major source
of US’s trade deficits and provider of labor-intensive manufacturing, consumer goods to the US due to
the differences in comparative advantages between US and East Asian economies; 2) The relocation of
labor-intensive manufacturing from other East Asian economies to China in a flying-geese pattern due
to changing comparative advantages and the global production sharing contribute to the meteoric rise
of China-US trade imbalances in the last three decades; 3) Even though the weight of China’s
contribution to US’s trade deficit increased sharply after the 1990s, the contribution of East Asian
economies as a group to US trade deficit in fact declined in the same period. Therefore, China and East
Asian economies cannot be the main cause for the worsening of US trade imbalances after the 1970s;
and 4) the China-US trade imbalance is expected to shrink with the rising of wage in China and the

relocation of labor-intensive manufacturing from China to other low-wage labor abundant economies.

Key Words: US-China trade imbalances, comparative advantages, production sharing, flying-geese

! This paper has been presented at the ASSA Annual Meeting 2018. We thank conference participants for helpful
comments and discussions.

2 Justin Lin Yifu, Institute of New Structural Economics, Institute of South-South Cooperation and Development,
National School of Development, Peking University, 5 Yiheyuan Road, 100871. E-mail: justinlin@nsd.pku.edu.cn.
3 Xin Wang, Institute of New Structural Economics, Peking University, 5 Yiheyuan Road, 100871. E-mail:
xin.wang@nsd.pku.edu.cn.



Working Paper Series of New Structural Economics

Trump Economics and China-US trade imbalances

Justin Yifu Lin, Xin Wang*

February, 2018

1 Introduction

The trade deficit of the Unites States, as shown in Figure 1, expanded from around zero before
mid-1970s to peak in 2006 at $761 billion, which was around 5% of the US GDP. The trade
deficit of goods was even larger, peaking at $837 billion in 2006. Though this value decreased
after the 2008 global financial crisis, it was still at a remarkably high level as $752 billion
in 2016'. The trade imbalances between US and Japan and other industrialized economies
contributed most to the rising US trade deficits before the 1980s, while in recent years the US
runs deficits mainly against emerging Asian economies and oil-producing economies. President
Trump argues that the US trade deficit was caused by unfavorable trade agreements against
the US and pledges to eliminate them by bilateral renegotiation or unilateral actions.

The US-China trade imbalance has been a prime concern of President Trump ever since his
election campaign in 2015. The official data provided by the US Census Bureau shows that
China, the emerging major player in the process of globalization, has been running a trade
surplus with the US since 1984. As shown in Figure 2, China’s trade balance with the US
increased from a trade surplus of $0.06 billion in 1985 to a trade surplus of $347.02 billion in
2016, which represented 44% of US trade deficit in that year. This large imbalance has caused
considerable pressure on the US-China trade relations. One major concern is the impacts of
imports from China on US domestic employment. One highly cited work by Autor et al. (2013)
shows that the exposure to imports from China had negative impacts on US’s manufacturing
employment. President Trump pledged in his election campaign to impose 45% border tax on
imports from China as a measure to reduce the US-China trade imbalances and to retain jobs
in the US.

Would imposing draconian tariffs on imports from China help reduce US total trade deficit?
Would the reduction of US trade deficit with China bring manufacturing jobs back to the US?
The answer to these questions depends on what cause the persistent trade imbalances.

The causes of rising US trade deficit have been discussed intensively. Existing literature
provides theoretical and empirical support for several key factors, such as the lack of investment
opportunities in emerging economies, undervalued exchange rates against the US dollar to the

*Justin Lin Yifu, Institute of New Structural Economics, Institute of South-South Cooperation and De-
velopment, National School of Development, Peking University, 5 Yiheyuan Road, 100871. E-mail: justin-
lin@nsd.pku.edu.cn; Xin Wang, Institute of New Structural Economics, Peking University, 5 Yiheyuan Road,
100871. E-mail: xin.wang@nsd.pku.edu.cn.

LThis value is lower if we use the data as described in Feenstra et al. (2005) which only considers trade flows
reported by the importers whenever they are available.
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Figure 1: US balance of payment (1965-2016)
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currencies of several emerging economies, the increase in the price of the primary commodities
and the over-consumption caused by financial deregulation and supported by US dollar as a
major global reserve currency?.

This paper focuses specifically on trade imbalances between the US and China and in-
vestigates how China’s comparative advantage in the labor-intensive manufacturing activities,
combined with the global production sharing across economies with China as the assembly
hub, works as the major source of the increasing bilateral trade imbalances between US and
China. In particular, this paper first analyzes the bilateral trade patterns between US and its
main trading partners and finds that East Asia is traditionally the main source of US’s trade
deficits. The paper further finds a declining share of US-East Asia trade imbalances in US
total trade deficit during the period when the US-China trade imbalances was rising. It also
reveals negative correlation between US trade deficit with China and China with some other
East Asian economies. Based on these findings, our paper attributes the sharp increase in US-
China trade imbalances to the reallocation of labor-intensive production activities from Japan
and NIEs (Hong Kong, Singapore, South Korea, and Taiwan, China) to China, epitomized by
the US’s dramatic expansion of overall trade deficit.

The US-China trade imbalances were also exacerbated by the production sharing across
borders in East Asia with China as the assembly hub. A growing strand of literature considers
the value-added contents as an indicator for international production fragmentation and a more
objective assessment of the relative distribution of economic benefits from trade between two
trading partner economies (Hummels et al., 2001; Daudin et al., 2011; Johnson and Noguera,
2012). The idea of value-added contents of trade is based on models of sequential multi-stage
production with stages split across economies. With flows of final products and intermediates
co-existing, production fragmentation across economies generates discrepancy between gross
and value-added trade flows. Traditionally, the focus of public interest is on the bilateral trade
balance. However, with trade flows of intermediates across economies, the value of gross exports
might overestimate the domestic economic benefits of exports to the exporting country and
ignores the indirect impacts from other economies. Therefore, in addition to the bilateral trade
balance, this paper carefully discusses patterns of bilateral trade flows measured in value-added
contents, with data in Johnson and Noguera (2012) and Johnson (2014).

Moreover, given that the difference in comparative advantages across economies is one
of the main incentives of global production sharing, this paper examines the bilateral trade
balances at the sector level. The results show that only in sectors that China has comparative
advantages there is persistent bilateral trade imbalance between China and US. In addition,
other economies that has low labor costs share the same trade pattern as that of China.
We argue that the root of US trade deficit is not China’s exchange rate policy and other
trade manipulations as President Trump pledged. Therefore, raising trade barriers for China’s
imports to the US will not help mitigate the US total trade deficits.

This paper is organized as follows. In section 2, we review several explanations for US trade
deficits. Sector 3 presents the current status of the total US-China trade imbalances, and we
further examine its domestic value-added contents in Section 4. In section 5 we conduct our
analysis by sectors and apply the analysis to other economies. We also discuss the evolution of

China’s comparative advantages in the low-wage labor intensive sector. Section 6 concludes.

2See Fracasso (2007) for a review of literature.
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2 Main Explanations in Existing Literature

The causes of US trade deficits have been extensively discussed. In this section, we will review
several main strands of existing literature. The first strand of literature considers the trade
imbalances as the results of economic distortions rather than an “equilibrium” phenomenon.
Therefore, the trade imbalances could only be resolved with policy adjustments. For example,
a series papers by Obstfeld and Rogoff (2000, 2004, 2006) discuss the changes in exchange rate
that are required to reduce the imbalances.

The second strand of literature considering global imbalances are an “equilibrium” con-
dition, marked with the hypothesis of a global “saving-glut” proposed by Bernanke (2005).
Different explanations of the “saving glut” have been raised. Caballero et al. (2008), for ex-
ample, develops a model with heterogeneity across economies in their ability to supply safe
assets. Mendoza et al. (2009) also focuses on the different levels of financial development, but
emphasizes heterogeneity in the demand of assets and their model predicts increased financial
integration raises foreign demand for US assets. Fogli and Perri (2010) explore the impacts
of time varying macro risk, while several papers consider demographic heterogeneity as one
reason for the emergence of external imbalances, such as Henriksen (2005), Cooper (2008), and
Du and Wei (2013).

Other explanations for global imbalances include the anticipation of a rising U.S. future
share in world output (Engels and Rogers, 2006), trade channels (Ju et al., 2012; Jin, 2012), pro-
ductivity growth in the non-traded sector (Cova et al., 2005), measurement error (Hausmann
and Sturzenegger, 2006), the asset price boom of the late nineties (Laibson and Mollerstrom,
2010), etc.

In other study, Lin (2013) has reviewed the above explanations and argued that the dete-
rioration of US trade deficits after the mid-1970s is caused primarily by the US household’s
overconsumption as a result of the wealth effect from rising asset value due to financial dereg-
ulation and the expansionary monetary policy, which in turn were made possible by the delink
of US dollar to gold in 1971. Moreover, the only reason for the US to be able to sustain such
a large and rising trade deficits for several decades is the status of US dollar as a major global
reserve Currency.

In this paper we focus particularly on the US-China trade imbalances. Unlike the cases
in which economic reasons are employed to explain US trade deficit with Japan and the oil
exporting economies, China and other East Asian economies have been blamed, by some re-
searchers and politicians, to manipulate the exchange rate to promote net exports and use
this as the main components of export-led growth development strategy. In this paper, we
will show that the US traditionally has a trade deficit with the East Asian economies due
to the differences in comparative advantages between the US and East Asian economies, and
the rising bilateral trade imbalances between the US and China is a result of reallocation of
production from Asia’s NIEs to China due to the evolution of comparative advantages over
time. The US has trade imbalance with East Asian economies traditionally. While China’s
trade imbalance with US increased sharply after the 1990s, the share of US’s trade imbalance
with East Asian economies as a group declined in the same period. The facts suggest that the
US’s worsening of trade deficits in general and trade imbalance with China in specific are most

likely to be a result of US’s own internal reasons.
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Figure 3: Overall trade imbalances (1984-2016)
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3 Current status of US-China trade imbalance

Since the official estimates of the same bilateral trade deficit often differs across trading part-
ners, we only employ the trade values reported by importers as described in Feenstra et al.
(2005) for the following analysis®. Figure 3 and Figure 4 present the main reasons that make
China almost the sole concern among all economies with trade surplus with US. First, there has
been continuous dramatic increases in the trade surplus of China for more than three decades
while the trade imbalances of the main trading partners of US were much more stable since
1985 (as shown in Figure 3). Japan’s trade surplus, for example, was $103 billion in 1985 and
$130 billion in 2007. This increase was much lower than the case of China, from -$16 billion in
1984 to $608 billion in 2016. In addition, US’s trade deficit with China accounts for the major
part of its total trade deficit in recent years (Panel A in Figure 4). In 2016, 44% of US total
trade deficit was with China, while this value was only 0.3% in 1985.

However, these facts provide little evidence to support the idea that imposing high trade
barriers for imports from China could help reduce US total trade deficit. A closer examination
of the contribution of East Asian economies to US trade deficit reveals more evidence. There
are two main messages from Panel B in Figure 4. First, as argued in Lin et al. (2010) US
began to accumulate trade deficit long before the start of China’s trade surplus. US has
had large trade deficit with East Asian as a whole before the rising of China’s exports since
the 1990s. The pattern of East Asian’s contribution to US trade deficit has been relatively
stable during the past three decades, except for the peak in the 90s. Moreover, although the
contribution of China to US trade deficit increases dramatically since 1990, the total share of

30ur analysis in this paper is based on three data sets. All trade flows, unless otherwise specified, are
from The Center for International Data (constructed by Robert Feenstra). Details of data construction are
presented in Feenstra et al. (2005). The value-added contents of trade if from the online appendix of Johnson
and Noguera (2012) and Johnson (2014).
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Figure 4: US trade deficit with China and other economies (1995-2016)
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trade surplus of East Asian economies* in US total trade deficit declined from over 100% in
early 1990s and 83.3% in 1995 to 63.1% in 2016. It implicates that the policies in China and
East Asian economies were not the main reason for the US trade deficits and the increase in
US-China trade deficit is associated with the reallocation of production activities across East
Asian economies.

The international reallocation of production activities, mainly labor-intensive activities,
has been discussed in the literature under the term of “fly-geese”. The flying-geese theory
(Akamatsu, 1962), as discussed in Kojima (2000) and its empirical work, mainly examine the
sequential economic development in all “high-performing Asian economies” (HPEAs), which
“trickled down from Japan, to the NIEs, and then to ASEAN-4 (Thailand, Malaysia, Indone-
sia, and the Philippines), and China” (Cutler et al. 2003). Japan was the first country that
experienced a dramatic structural transformation with expansion in its labor-intensive manu-
facturing sector and exports to the US after WWII. While its wage increased in the latter half
of the 1960s, the labor-intensive manufacturing shifted to South Korea, Singapore, Hong Kong,
and Taiwan, China. These production activities migrated again to the ASEAN-4 and China
in 1980s, with 1990s as the peak time of FDI inflows to China (Lin, 2012, 2013; Chandra et
al., 2013).

Inspired by the literature on the flying-geese-style economic development, we further ex-
amine the correlation among changes in the bilateral trade flows across economies. If our
argument of production reallocation holds, increases in China’s trade surplus with US should
be accompanied by increases in China’s trade deficit (or decreases in trade surplus) with South
Korea and Taiwan, China after 1980s. Figure 5 provides strong evidence for this. Each point
in Figure 5 stands for the value of bilateral trade imbalances each year in 1985-2016. The fitted
lines in two graphs in Figure 5 are both downward sloping, indicating a negative correlation

between China’s trade imbalance with US and China’s trade imbalances with South Korea,

4Here we only consider several big US trading partners, including China, Japan, South Korea, Malaysia,
Philippines, Thailand, Singapore, Hong Kong, and Taiwan.
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Figure 5: China’s trade imbalance with US, Taiwan, China and South Korea
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as well as the one between China-US trade imbalances and China-Taiwan, China trade imbal-
ances. In addition, China started to hold trade deficit with both South Korea and Taiwan,
China after around 1990. This is also the start of the dramatic increase of China’s trade surplus
with US. The timing pattern fits well with empirical evidence in the fly-geese style economic
development literature.

Since Japan finished its structural change and production reallocation before 1980, Figure 6
does not show a clear pattern between the China-Japan trade imbalances and China-US trade
deficit. However, this graph is still consistent with the fly-geese story since the China-Japan
trade growth in favor of Japan until 1990. In addition, if we divided the time of our concern
into two periods, we see that before 2000, there existed a positive correlation between China’s
net trade with Japan and with US, while this pattern was reversed after 2001(shown in Panel
B of Figure 6).

Actually the “triangular production sharing within Asia” has been discussed in several
papers. Johnson and Noguera (2012), for instance, finds that the adjustments of trade balances
in Australia, Japan, Singapore, South Korea, and Taiwan, China nearly add up to the changes
in the US-China deficit. The production fragmentation and sharing implies the possibility that
large part of China’s exports to the US were intermediates that China imported from these

economies.

4 Value added content of US-China trade imbalance

To find further support for production fragmentation, we next check the value-added share
of exports in each economy as an indicator of the intensity of production sharing in the pro-
duction network, as discussed by Johnson and Noguera (2012). When there exists production
fragmentation, firms locate their production affiliation according to the comparative advantage
in each country over the world. It helps firms reduce costs and gain more profits. In this case,
what matters for the impacts of trade on employment is the value-added contents in trade

flows rather than the total trade values.
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Figure 6: China’s trade imbalance with US and Japan
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Value-added is defined as the difference between the value of output and the total value
of purchased intermediate inputs. It includes compensation for labor and capital and indirect
taxes. China is often engaged in the final stage of production by assembling intermediate
parts before products are exported to final consumers. Consequently, the total domestic value-
added content of China’s exports is relatively low. In contrast, the value-added content of
U.S. exports to China is high, which implies that the imbalances in the gross value of trade
flows between the U.S. and China have been overstated the actual trade imbalances that might
have asymmetric impacts on economic results of two trading partners. In addition, China
imports large quantity of intermediate goods from South Korea and Taiwan. However, with
simple processing in China, these products are exported to US and other economies. The
calculation of overall trade flows counts their whole value into China’s exports with US rather
than South Korea and Taiwan, China’s exports. Therefore, it underestimates the impacts of
other economies on US imbalance. In this section, we check the value-added contents of trade
based on the value-added datasets provided by Johnson and Noguera (2012) and Johnson
(2014)5.

Figure 7 shows a clear decreasing trend in the share of domestic value added in total exports
for all economies. The decline in China’s value-added share is most dramatic, from around 87%
in 1980 to 63% in 2009, indicating that the imported intermediates to China keeps increasing
and China has been better integrated into the production network over the world. It was
mainly driven by the liberalization of international trade and foreign direct investment. As an
emerging economy similar as China and one of the main recipient economies of manufacturing
production activities from NIEs, Thailand has experience a sharp decrease in domestic value-
added share as well, from 71% to 45%. The share is relatively stable in developed economies,

such as the US, Japan, and South Korea. US’s value-added share in total exports has decreased

5Compared with the datasets used in Johnson and Noguera (2012), the online dataset provided by Johnson
(2014) provides data for Taiwan, which is an important part of the fly-geese story. It also provides data at a
more detailed sector classification, which gives us the information for further cross-section comparison.
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Figure 7: Value-added share in exports (1980-2010)
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from 65% in 1980 to around 53% in 2009. Note that the value of value-added share in almost all
economies increased around 2008, due to the great trade collapse caused by the global financial
crisis. This, to some extent, provides evidence to support that value-added share is a good
indicator for production sharing.

With regards to the bilateral trade flows, the most significant change appears in the value
of trade imbalances between US and China. This is because the share of domestic contents
containing in China’s exports to US is much lower than the share of other economies’ exports.
This value would be even smaller if we adjust the results for processing trade (Wang et al,
2013; Wang et al. 2017; Johnson and Noguera, 2012). In addition, Panel A in Figure 8 shows
that the gap between value added content of trade balances and total US-China trade balances
is rising in China. However, as illustrated in Panel B, this share is quite stable for Japan and
South Korea, with slight increase. South Korea’s trade surplus with US is almost the same
with the two measurements, with a few exceptions in which the domestic value-added value
higher than the overall trade imbalances. It implicates that the production activities differ
across economies.

Changes in value-added contents of trade imbalances provides us an analytical tool to
investigate more directly the reallocation of production across economies. Instead of examining
the correlation between China’s overall trade imbalances with US and with other economies
as in Figure 5, Figure 9 presents the relationship between the China-South Korea (or Taiwan)
trade imbalances with China-US trade imbalances, both measured in the domestic value added.
The negative correlation in both panels is even strong than the ones measured in overall trade
values in Figure 5. It indicates that when the value-added contents of China’s net export to
US increases, China raises its import of value added from South Korea.

Figure 10 presents the other side of the story, the pattern of production reallocation across
US trading patterns. It shows very clearly that in the total US trade deficit measured in the
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Figure 8: Bilateral trade deficit of US with other economies (1980-2011)

100 150 200
1 1 1
+

US trade deficit with CHN

50

T T T T
1980 1990 2000 2010
year

| I Domestic value added + Total

Panel A US trade deficit with China

40 60 80
L I

US trade deficit with JPN

20
L

T T T
1980 1990 2000

T T T T
1080 1990 2000 2010 year

year

[ Domestic value acded ¢ Total |

Panel B US trade deficit with South Korea Panel C US trade deficit with Japan

10

T
2010



Working Paper Series of New Structural Economics

Figure 9: China’s trade imbalance with US, Taiwan, China and South Korea
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Figure 10: Value-added in US trade imbalances with China, Japan and South Korea
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value-added contents, an increase in the contribution of China is associated with a reduction
in the share of South Korea and Taiwan, which provides direct evidence for the production
relocation among these economies. If we delete the observation of year 2009, which is an outlier
due to the global crisis, the pattern is more significant. In addition, the share of value added
contents in US trade deficit with China decreased before 2004, while the share increased in
the case for Taiwan and South Korea, as a result of China’s deeper integration into the global
supply chain. Since around 2004, the share increased between US and China, which might be

explained by China moving up along the global value chain.

11



Working Paper Series of New Structural Economics

Figure 11: Value-added in US trade imbalances with China, Japan and South Korea
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5 Further discussion

5.1 Bilateral Trade Flows by Sectors

The main incentive for firms to split its production process is to seek lower cost around the
world. Therefore, if the fragmentation of production contributes to the increase of bilateral
trade imbalances between US and China, one should expect the conclusions in our previous
discussion only hold for sectors that China has comparative advantages. Therefore, next we
consider the correlation between China-US bilateral trade imbalances and the trade imbalances
between China and South Korea, Japan and Taiwan, China as a group by sectors. Figure
11 provides evidence consistent with our expectation. China’s trade deficit with East Asian
economies and trade surplus with US only coexist in the manufacturing sector, which is where
China’s comparative advantage lies. In addition, the negative correlation between the two
balances of bilateral trade only exists for the agriculture® and manufacturing sector, while the
correlation is shown to be positive in the non-manufacturing industrial production” and service
sector.

Figure 12 further examines industries within the manufacturing sector. We divide manu-

facturing industries into three groups based on their factor intensity®. The negative correlation

6The negative correlation in the agriculture sector is insignificant and is mainly driven by two points.

"This includes: Mining and Quarrying; Electricity, Gas and Water Supply; Construction.

8The labor-intensive sector includes: Food, Beverages and Tobacco; Textiles and Textile Products; Leather,
Leather and Footwear. The technology-intensive sector includes: Machinery, Nec; Electrical and Optical Equip-
ment; Transport Equipment; Manufacturing, Nec; Recycling.

12
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Figure 12: China’s trade imbalance with US, Japan, South Korea and Taiwan, China (by
industries)
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we discussed above is shown in the resources-intensive® sector and the technology-intensive!®

sector. These are also the two group of industries that China hold trade surplus with US
but trade deficit with East Asian economies. Although China is not a skilled labor abundant
country and does not have comparative advantage in the production of high-tech goods, the
negative pattern in the technology-intensive sector is not inconsistent with previous conclu-
sion. It is because industries in this category, such as the production of electrical and optical
equipment, are exactly the industries in which South Korea and Taiwan, China transplant the
labor-intensive part of production process to China. Therefore, an increase in China’s export to
US in these industries is associated with more imports of intermediates from South Korea and
Taiwan, China, thus increasing its trade deficit with these economies. The production process
of labor intensive goods, however, is completely located within China. As a result, China holds
trade surplus with both US and East Asian economies, and value of surplus increases over time
for both sides. With comparison across figures in Figure 11 and Figure 12, we conclude that
the pattern shown in the overall balances of trade between China and US was mainly driven
by trade flows in the technology intensive manufacturing sector.

To support the argument that China mainly involves labor-intensive production process, we
further investigate the share of value added in the tech-intensive industries and labor-intensive
industries. As shown in Figure 13, the domestic value-added share of China’s exports to US in
the labor-intensive sectors was raised from less than 45% in 1995 to more than 55% in 2009,

9he resources-intensive sector includes: Wood and Products of Wood and Cork; Pulp, Paper, Paper, Printing
and Publishing; Coke, Refined Petroleum and Nuclear Fuel; Chemicals and Chemical Products; Rubber and
Plastics; Other Non-Metallic Mineral; Basic Metals and Fabricated Metal.

10The technology-intensive sector includes: Machinery, Nec; Electrical and Optical Equipment; Transport
Equipment; Manufacturing, Nec; Recycling.
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Figure 13: Domestic value-added share of exports
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while this value in the technology-intensive industries decreased sharply after China’s accession
to WTO in 2001. The domestic value-added share was around 35% in 2009, which provides
support of “fly-geese” story that firms in South Korea and Taiwan, China mainly moved their

labor-intensive production activities, such as processing, to China.

5.2 Bilateral Trade Flows of Other Economies

As one of the many recipient economies of reallocated production activities from NIEs, China
is not a special case in any sense. The above analysis holds for other low-wage economies
in China’s neighborhood as well, such as Vietnam and India. Figure 14 and the two panels
in Figure 15 illustrate this idea. The negative correlation discussed above is shown in the
case of both India and Vietnam, and only exist in tech-intensive manufacturing industries.
Therefore, as long as US still trades with other emerging economies with low wage, closing its
deficit with China by imposing high import tariff would cause outmigration of labor-intensive
manufacturing to other low-wage emerging economies and help little to bring employment back

to the goods-producing sectors in US.

5.3 Changes in Patterns of China’s Comparative Advantages

The main driving force of the fly-geese story and continuous reallocation of production activities
across Asian economies is the variation of wages in this area. Cheap labor has played an
important role in attracting the labor-intensive production process of the technology-intensive
products to China and contribute to the increase in China’s trade surplus with US. However,
China’s wage is now increasing, which will result in a loss of comparative advantages in the
labor-intensive production activities. According to Li et al. (2012), real annual wages of
Chinese urban workers in 1978 was 1,004 US dollars'!, while this value has increased to 5,487

HValues are converted from yuan to U.S. dollars using the current exchange rate, and to the 2010 level using
the U.S. GDP deflator.
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Figure 14: Bilateral trade imbalance between India, Vietnam and other economies
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US dollars in 2010. The fast wage growth started around 1998, with an annual growth rate at
13.8% during 1998-2010 (Li et al., 2012). This value was even higher after the publication of
Li et al. (2012) as shown in Figure 16. In 2015, China’s average annual manufacturing wage
was about 9,165 measured in 2010 USD. It’s more than double of the wage rate in Thailand,
and more than triple of the wage in all other economies shown in Figure 16. Although China’s
labor productivity is estimated to grow at an annual rate of 11.3% during 1997-2010 (Li et
al., 2012), China’s labor is still more expensive than these economies. The minimum wage in
China also keeps increasing over the past decades, catching up with Philippines at a high speed
as shown in Figure 17. It implies that the labor markets regulations are experiencing dramatic
changes, which might also impact the locations choice of multinational firms.

There are many factors that may explain China’s rising wage, such as the rapid growth and
accumulation of capital, the labor market reforms, privatization of state-owned enterprises,
spillover from multinational firms, shortage of unskilled labor, and the economic structural
change. As a consequence of the dramatic increase of China’s manufacturing wage, the pro-
duction process, which was transplanted to China during the 1990s from NIEs has being real-
located to other economies with wages much lower than China, such as Vietnam, Cambodia,
Bangladesh, India, Indonesia and even as far as Africa (Lin 2012; Lin et al. 2013). Their aver-
age wage was still below 2,000 USD in 2016. As shown in Figure 18, the FDI inflows to China
dropped from 243.70 billion (measured in 2010 USD) in 2010 to 154.91 billion USD in 2016,
while the outward FDI from China expanded from 57.95 billion to 197.28 billion. Meanwhile,
the FDI inflows to Vietnam increased from 0.8 billion to 11.44 billion.

There are two messages we can conclude from the discussion in this section. First, the
pattern of China-US trade imbalances was mainly driven by the trade in sectors in which
China has comparative advantages, mainly labor-intensive consumption-related manufacturing
goods. Therefore, imposing border tariffs on imports from China will hurt US consumers. They
will have to pay higher prices for goods either produced domestically or imported from other
less competitive, labor-abundant countries. Second, even without imposing an extraordinary
import tariff, there will be a reduction in China’s exports to the US due to the reallocation of

manufacturing production activities to other low-wage economies as a result of the increasing
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Figure 15: India’s trade imbalance with US, Taiwan, Japan and South Korea (by industries)
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Figure 16: Annual wage in the manufacturing sector in Emerging Asian Economies
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Figure 18: FDI flows to China and Vietnam (1980-2016)
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wages in China.

6 Conclusion

In this paper, we provide empirical evidences to show: 1) the East Asian economies are tradi-
tionally the major source of US’s trade deficits and provider of labor-intensive manufacturing,
consumer goods to the US due to the differences in comparative advantages between US and
East Asian economies; 2) The relocation of labor-intensive manufacturing from other East
Asian economies to China in a flying-geese pattern due to changing comparative advantages
and the global production sharing contribute to the meteoric rise of China-US trade imbal-
ances in the last three decades; 3) Even though the weight of China’s contribution to US’s
trade deficit increased sharply after the 1990s, the contribution of East Asian economies as
a group to US trade deficit in fact declined in the same period. Therefore, China and East
Asian economies cannot be the main cause for the worsening of US trade imbalances after the
1970s; and 4) the China-US trade imbalance is expected to shrink with the rising of wage in
China and the relocation of labor-intensive manufacturing from China to other low-wage labor
abundant economies.

From the above facts and analysis, President Trump’s pledge of China as the reason for US’s
trade deficit is incorrect and his proposal to impose draconian tariffs on China’s imports to
the US will make little contribution to reduce US’s overall trade imbalances and increasing US
jobs. Such a measure may fasten the relocation of some manufacturing activities from China

to other low-income economies and mitigate the US-China trade imbalance but not US’s total
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trade deficit. The US consumers will suffer if President Trump’s proposed tariff measure was

implemented because they will have to pay higher prices for the imported manufacturing goods

from either China or other economies.
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